To: Students in MGT . 205A 
From: Dan Mitchell, Professor 
Subject: Week 4 

Reminder 1: Extra copies of all handouts for which there are 
extras can be found in the cardboard box for MGT. 205A in 
room A416 Collins. 

Reminder 2: The PowerPoint slides for week 4 are being put 
on the course website and the mediamax.com website. Since 
there are problems in downloading big files from mediamax, 
the week 3 and week 4 slides are also on that location 
divided into A and B parts . 

Reminder 3: Midterm will take first half of class in week 6. 
Your study guide has exam questions from old exams. 


We noted that various arguments can be advanced for tariff 
protection, even though our first cost-benefit of a tariff 
seemed to produce a net deadweight loss. 

These arguments include the terms of trade argument (when 
some of the burden of the tariff is shifted to the foreigner 
(who does not count in our domestic-oriented cost/benefit 
analysis) , the infant industry argument, the national 
security argument, and the job creation argument. More 
subjective are arguments for "cultural protections" and 
preserving a "way of life." The Hollywood film/TV/music 
industry is often seen as undermining national cultures and 
various protections and subsidies are offered to national 
film/TV/music to fend off Hollywood competition. 


The terms of trade approach transfers welfare from the 
foreigner to the domestic country. It can occur if the 
domestic country is large enough in world markets to affect 
world prices. The tariff, by choking off some net demand on 
world markets, lowers the world price by some fraction of 
the tariff. If that fraction is large enough, a net gain 
can result. (This assumes that foreigners don't retaliate 
sufficiently to cancel the net gain.) Sometimes, the terms 
of trade approach is proposed to counter cartels such as 
OPEC. The idea is that as OPEC raises prices by limiting 
output, consuming countries should force prices down by 
limiting their demand through some kind of tariff or other 
trade barrier. For most European countries and Japan, which 
don't produce oil, the heavy taxes on gasoline discourage 
imports and may have the terms of trade effect. 



We also noted - when we looked at the earlier Ricardian 
example - that you can apply the terms of trade argument to 
the export side. A country that is significant as an export 
supplier to world markets might impose a tariff to raise the 
world price. The tariff would do this by reducing domestic 
sales into the world market. Some governments of countries 
that are important in certain markets, e.g., coffee-growing 
countries, have tried such policies. OPEC controls exports 
of oil via country quotas, but the effect is much the same. 

The infant industry argument assumes 1) the tariff can bring 
into existence a potential industry (which it probably can) , 
2) the industry will become more efficient as it produces 
through "learning by doing" so that it can exist and compete 
at the world price (less obvious) , 3) the discounted value 
of the future gains in producers ' surplus outweigh the 
immediate costs of protection in discounted terms (maybe 
yes, maybe no) . We noted in class that a subsidy policy 
tends to reduce the immediate costs relative to a tariff 
policy and indeed - a targeted subsidy just sufficient to 
bring production to some critical level needed for learning 
by doing would be the least costly approach. But then the 
question arises as to why the private financial markets are 
unwilling to finance the start-up costs without govt, 
assistance . 

In effect, some hidden imperfection or short-sightedness in 
the capital market is being assumed. Or maybe it is being 
assumed that the industry created has some other benefit 
besides in market value. Summarizing: There is merit to the 
infant-industry argument, but you need to look at 
alternatives and ask some hard questions. 


The national security argument assumes that certain products 
have strategic military value (social value) which is not 
reflected in their market prices. In the event of an 
embargo or other cutoff from the world sources of supply, 
military production could be hampered. Oil is often cited 
as an example. Hence, the govt, has an interest in ensuring 
adequate emergency production capacity. (The social value is 
higher than the market value.) A tariff or other protection 
could keep a level of domestic capacity in place. But there 
may be alternatives that accomplish the same ends. In the 
case of oil, for example, the product can be stockpiled (as 
the U.S. does) for emergencies. Stockpiling avoids 
depleting domestic reserves faster than normal in peacetime. 



Subsidies to production or to maintaining standby capacity 
may also be used. 

Job creation is always possible with a tariff at the 
industry level. We know a protected import-competing 
industry will produce more (and hence hire more workers) 
than if the industry were unprotected. (We used the example 
of the shoe industry based on the class handout.) However, 
one question is whether NET new jobs are created economy- 
wide or whether we are just creating jobs in one industry at 
the expense of others. If the economy is at full 
employment, stimulating one industry via protection mainly 
moves employment around. (We have not yet dealt with 
unemployment and business cycles and will not do so until we 
get to the macro unit after the midterm.) Note that foreign 
retaliation could also cut jobs in some export industries. 
Trade policy is often discussed in terms of jobs (has NAFTA 
created or destroyed jobs, for example) but there needs to 
be more to the story. [Most of the modeling that has been 
done around NAFTA is based on models which assume the labor 
market "clears" (demand = supply) . Hence, net job 
creation/destruction is not really at issue, something press 
reports on such modeling has failed to make clear. NAFTA, 
or any other trade agreement, is more likely to reallocate 
jobs between industries than to raise or lower the total 
number of jobs nationally.] 

We looked at some tariff measurement issues. We noted that 
it is potentially complicated to calculate an average tariff 
for a country. But there is a quick method: You can simply 
divide tariff revenue by total value of imports. Implicitly, 
this weights each tariff rate by the value of imports for 
that product. Of course, such a weighting scheme has two 
problems: 1) Very high tariff rates which are prohibitive or 
very restrictive will get little weight, so the average 
tariff will look low, 2) Using the simple method across 
countries means you are using different weights for each 
country and therefore questions of comparability arise. 

Also, over time, importing patterns of countries will 
change, affecting their average tariffs as measured by the 
quick method even if their tariff schedules are unchanged. 
Nonetheless, average tariffs are used when trade 
negotiations are contemplated. In any case, it is easier to 
negotiate about tariffs than about other trade restrictions 
(non-tariff barriers) so there is now pressure for 
"tariffication", i.e., the conversion of other kinds of 
trade restrictions into tariffs. 

We also looked at effective vs. nominal protection. The 
effective measure looks at the impact of the entire tariff 



schedule on particular industries. Effective protection can 
be negative (discouraging) if the tariffs on inputs outweigh 
the tariffs on output. We noted that tariffs do not really 
protect products. It is industries (activities) which are 
protected or discouraged. Since tariffs on inputs are 
discouraging, there is a political pressure for tariffs to 
"escalate" as higher levels of production are reached. 

Thus, a tariff on coal stimulates demand for a tariff on 
steel. A tariff on steel stimulates demand for a tariff on 
autos, etc. 

We introduced the concept of dumping which comes in three 
varieties: predatory, sporadic, and persistent. But these 
categories are analytical. As a legal matter, the motive 
for dumping doesn't matter. Dumping in the simplest case is 
a foreign supplier charging more in its market than in the 
U.S. Such behavior is called selling at "less than fair 
value." If such behavior occurs, a domestic industry can 
complain to the U.S. Dept, of Commerce which investigates 
the claim. If Commerce finds there has been selling at less 
than fair value, the case moves to the U.S. International 
Trade Commission. And if the Commission finds that the 
dumping has cause "injury" to the domestic industry, it can 
impose a countervailing duty (tariff) to remove the dumping 
margin. The duty can be imposed retroactively so there is a 
special risk to the importer. 

We analyzed the differences between predatory, sporadic, and 
persistent dumping. The last was the "purest" form of price 
discrimination . 

Finally, we noted that non-tariff barriers have arisen in 
prominence as tariffs have been reduced through the major 
trade rounds discussed earlier. Next time we will begin our 
analysis of such non-tariff barriers, especially quotas. We 
will also look next week at trade integration arrangements 
such as NAFTA and the EU (unit 4 on your syllabus) . The 
midterm will cover through unit 4. 


Have a good weekend. 



